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TO C-ompensation Commiuee

FROIvÍ: Ben I¿dnerand Don M¡æn

SUBJECT: $r'mrn"ryof Emst and Young Consuhation

An Er¡st and Young financial advisor identified by former AU Board and
C-ompensation C-ommittee member Peæ Smith recently recornsanded lvfr. lftliem lâßy, ?
specialist in the a¡ea of IRS reguJatiorx and executive compensation, æ en elrpert c/ho could
provide h"þf.rl information abut executive compensation issues.

Nk kis¡ who is in the fulana office of Ernst and Young, has been a specialist in
the field of compliance issues for execrrivæ for more ¡han 20 fars. Ffe has worLed dircctþ
with the IRS in representing client r¡niversities våo have been selecæd for further
examination whfi respect to executive compensation.

Éfe agreed to a conference call with Don Mpn and me recendy. This -emo is a
silmmaly of l\¡fr. I*ity's professional observarions.

SIIMMARY

Mr. Iæisyrepo¡ted that rhere are three keyrequirements of intermediaæ sanctions,
lisæd below.

1) There must be an independent comrniræe or board rn^l¡ing the decision abort
execr¡tive compensation- mee¡ing thet there can be no Ítoneu{f connection or
conflia of inærest bythe commitæe or boa¡d to'the univenþ. If the board
esablisbes a cornmitæe to e¡rercise this fr¡nctioq it must be clear that there are
no moûetary inærests or connections that would compromiss the independent
jud8-"nt of the commitæe'

2) An outside adyisor should be used to gather and report co-Farative data orrside
úe univenity. There is no requirement or expectetion tlnt thic advisor should
provide ̂  La.t to the board- The point is tiit rie universþitself should not b€
the sole source of generating comparadve daa. It is also com¡non and accepable
for the commitæe/board to sea¡ch for and relyupon daa sources bepnd rhose
provided bythe oraside advisor. The adviso/s conuibrrion comprises onlyone
componenr of ¡le ovenll judgment úat must be exercised bythe corrmitæe or
boarrd rufuh respect to anyindividud's perforrnance, sinndon, and compensatíon-
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3) There should be cleaq and consistent documentation of decisions Þyt¡..
comminee. This, io facq is the nost imporant requiremeng and it can be met
bydecisiors and jrstifications being recorded in the mint¡¡es of meetinç. The
rninutes råen serve the sr-e pu¡pose and have the same standing as a
consuhantt lener.

It is irnponant to underscore that compensation decisiors rest with the
commiræe/boa¡d and that it is rhe responsibfþof the committee/boaÅto take account
nor onlyof the corsuhant's data bw also of individual perfomurrces, unique circurnstances,
univenitycomplexity, executive ponfolìos, lengrå of service, cost of living, and the fina¡cid
performance of the i¡stitution-

The rnarket numbers reponed byouride sources þotb úre consukant's and other
dau sources) are, of course, v¡hat the rnarket numbers are; but theycan be delivered
differendywith r€spefi to particular exearives in acrual circumsürnces. The IRS does not
look at srmple comparzbilirybu at what is unique about an individual's compensation
reladve to his/her acn¡al situation-

The martet has rude clear that providing annual incemives for executives is
legitimate. Acually, AU is probably in a stronger position tha¡¡ most univenities to justify
its rse of a¡¡ud incentives becatse unlike manyunivenities that provide i¡rcentives onlyfor
the presideng AUdistributes incentives to all its exectûives, which is e rlorìe equitable
approach- The quesdons IRS will ask a¡e v¡hat was paid, to v*ron, and why.

AU is in a strong position to j*t fyir executive compensatioa decisions byvirnæ of
the fact that the univeniryestablished and i-plemented pa1'for-performance sandands for
the entire universirysome years ago, with orrside assistance from lvlercer. These standards
bave been successfullyintegraæd into all faculryand smff compensation decisio¡s that a¡e
made each )æa¡ in light of dearþidentified perforrnance goals.

It is heþful to remember úw comparative "raq¡ dâtá* numbers are, after all jrst that:
rawdara. If this were the only rationale required for rnaking decisions about compensation,
there would be no need for interrnediaæ sanctiors; a universirycould simplyfit
compensation nurnbers into objecive dat¿-bo:æs.

In fact, drere is a significant difference, recogni¡d byIRS, berween mw nu¡nbers
and appropriaæ numbers, v/hich Þke accouot of all facton relevant to the unique
cira¡mstances of a universþand individual exeq¡ives. !s¡ this rs$oo, it is perrrissible for
the committe e/board to decide to exceed reported surket numbers and levels for any
individuât orecutive. The poinr is that execurive compersation decisions should not be
made nndomiyand without discretion, but should be li¡led to clear jusdfications.

The keyfor ùe IRS will alwap be docurnenting the jusrifications for decisio¡s and
for howúe compensation package is delivered. Therefore, tie comminee/boaÅ should
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know and report the total cost of exect¡tive Paymen6 each iæar, and show how this sotal

break our for individuel executives.

It is also wonh norirg tlat 18 monrhs ago AUwa¡ nndomlyselecæd for a deailed

audit by the IRS, wfth special-anention to 457(f) and ry3 (b) plars. For nearly rwo .pals'
IRS suff has been oo ri* at AUreviewing the;niversity's compliance with ùese pþ'$,

"rhi.b, 
bynecessity, has involved a broadäviewof Allexecr.rive compensation policies.

Mr. Lesyreported rhat so far the IRS hes conducrcd 40 su"h reviews of universities

*rior¡ly r"d-i.ír-å ¡t 40 ro be out of compliance. By conrræg i*j h week we received

verbal cánfirmation thar a leaer would be fo'nhcoming'confirming that AU is in subsantial

cogpliance vrirh IRS regulations (with onlya few minór iærns noæd which the univenþ

n ãälo"dyrat-opo*þ. Accoàing ro ¡lr. t ny,4gwould be the first univ.enþto have

been revieíed poriti""þ*th a clean bill of healti with respea to such compli"'ç6.

To be sure, the IRS focused onlyon two specific compensation pl".q. Ftrowever, in

the orocess of it comprehensive review it also reviewed At.Is exeq¡tive comPensauof)

ooli.¡o and found 
"o 

diff¡orlr¡o. Mr. Iæisyconcurred that there is at least so-. basis to

i|or-" *". ¡. ¡ ,.likcþthat AUwould be a ø¡ger for an exect¡tive cornpensation review

ào the heels of this audit, especialþ since the universþ has been operating within a

reæonable and e4plicit fra¡neworkfor making compensation decisions.

According to Mr. I-"),', it appean úw the AU commine e/boa¡d is well within its

.rgh..- indeed, ic"is preciseþ,l"rp.iid responsibìlirygf.*. :o-T"eelboa¡d- 
to rnalc

.å-p"*"ri"o á..irioos 
"gaí*t 

thä bacþronnd of available dat¿ These decisions-uually

"r. 
oo, resuicted to 

" 
sioil" source buq ¡;tead' reflect a business judgrrent made bythe -

commftæe/board about t. lrrlre of the performance of a panicular individual in a specific

i¡s¡itution Again, the commitæe mr¡st dãcument the reasorls for iA decisions'
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